Nowadays, managers and investors are confronted with an overload of information. This mass of information has to support managers running their company and investors in making investment decisions. Although gathering company information is very time consuming, structuring the available information in such a way that it provides value for the company and its investors may prove to be even more diffi cult. In general, if information is important for managing the business, it must be just as important to investors who want to assess performance and future prospects. Numerous metrics evaluating managers´ performance tend to refl ect past performance rather than future performance. As such, they provide limited guidance for long-term oriented management. Current fi nancial statements alone do not provide suffi cient information to help investors assess the amounts, timing, and uncertainty of prospective cash receipts. Consider, for example, the profi tability analysis in Figure 1 that was done for two consecutive periods evaluating a manager´s performance in a company with contractual relationships, such as a bank, a telecommunications provider and an online retailer. The results clearly indicate that the manager has done an excellent job: all metrics increased substantially and profi t rose by more than 30%. So why bother?
My customers are better than yours! ON REPORTING CUSTOMER EQUITY
Defi ciencies of Traditional Financial Reporting Nowadays, managers and investors are confronted with an overload of information. This mass of information has to support managers running their company and investors in making investment decisions. Although gathering company information is very time consuming, structuring the available information in such a way that it provides value for the company and its investors may prove to be even more diffi cult. In general, if information is important for managing the business, it must be just as important to investors who want to assess performance and future prospects. Numerous metrics evaluating managers´ performance tend to refl ect past performance rather than future performance. As such, they provide limited guidance for long-term oriented management. Current fi nancial statements alone do not provide suffi cient information to help investors assess the amounts, timing, and uncertainty of prospective cash receipts. Consider, for example, the profi tability analysis in Figure 1 that was done for two consecutive periods evaluating a manager´s performance in a company with contractual relationships, such as a bank, a telecommunications provider and an online retailer. The results clearly indicate that the manager has done an excellent job: all metrics increased substantially and profi t rose by more than 30%. So why bother?
The problem is that these profi tability metrics are shortterm oriented. They mirror this year's results, but do not outline what is likely to happen in the coming years. What is worse, they might even provide incentives for short-term oriented management like reducing advertising spending in order to improve profi tability at the expense of diminishing consumers´ awareness and their intention to buy in the future. How can such behavior be avoided?
Managers and investors need information about the performance and future prospects of a fi rm. If information is relevant in steering a business, it is also relevant for its investors' investment decisions. Recent initiatives demand information that supplements and complements a fi rm's fi nancial statements to bridge the gap between fi nancial statement capabilities and fi nancial reporting objectives. Firms that aim to increase the value of their customer base should manage their business by future-oriented customer metrics. They should also report this information externally because it aligns customer management with corporate goals and investors' perspectives. The authors propose a means to report customer equity that enables monitoring fi rms' performance with respect to their customer assets. Furthermore, they develop a specifi c model for Netfl ix and apply it to quarterly reports that cover more than six years.
We recommend reporting customer equity on an internal and external basis. Customer equity measures the long-term value of a fi rm's current customer base, which is the discounted profi t that a fi rm will make with their current customers - now and in the future. This idea is illustrated by including the number of acquired and lost customers in our profi tability analysis example (see Table 1 ). This enables the churn rates to be calculated by dividing the number of lost customers by the average number of customers in the given period. The latter is simply the average number of customers at the beginning and end of the respective period. This churn rate increased dramatically by 86.37%. If we consider the fi rst eight rows of Table 1 , evaluating whether management has done a good job is quite diffi cult. Some metric changes are positive, whereas others are negative, yet the overall effect remains unclear.
Using the available information to estimate an easily applicable model of customer lifetime value (CLV), the present value of all current and future customer profi ts shows that CLV diminished by 15.89%. Customer equity, here defi ned as CLV multiplied by the number of customers, also decreased by 7.87% (-$4,602.54) . Hence, it would appear this manager has increased the profi t margin at the expense of the retention rate. In terms of short-term profi t - that is a wise decision, but not in terms of the long-term success of the fi rm. Instead of congratulating the manager for increasing the current period's profi tability by 31.43%, we should ask why he has destroyed so much long-term value.
Enlarging on this example, we would like to stress the importance of tracking future-oriented customer metrics and reporting customer equity internally as well as externally. Customer equity allows for better company management and value creation, but it also tackles the increasing demand for additional information that facilitates investors' decision making. Thereby, we focus particularly on fi rms with contractual relationships (e.g., Internet service providers, fi nancial service providers, telecommunication fi rms, energy suppliers, pay-TV broadcasters, online movie rental services), which can easily determine the number of existing and lost customers at a particular point in time.
Customer Equity Reporting
In general, customer equity reporting should comprise two main elements: the Customer Equity Statement and the Customer Equity Flow Statement. The Customer Equity Statement reports customer equity (i.e., the customer base value) and its components in a single, clear display thus revealing the value of the existing customer base. The Customer Equity Flow Statement describes changes in customer equity and its components between two points in time and reports the infl uence of any changes in customer metrics on customer equity.
For the specifi c purpose of reporting, we defi ne customer equity as the sum of the CLVs (after marketing expenditure) of all of the fi rm's current customers in period 1. CLVs before marketing expenditure result from several customer metrics, such as profi t per customer and the duration of a customer's relationship with » Customer equity measures the long-term value of a firm's customer base, which is the discounted profit that a firm will make with their customers - now and in the future. «
Period 1
Period 2 Change (in %)
Profi t per customer (in $) 10.00 12.00 20.00
Total profi t (in $) 10,500 13,800 31.43
Total number of customers, in 1,000 (beginning of period) 1,000 1,050 5.00
Total number of customers, in 1,000 (ending of period) 1,050 1,150 9.52
Number of acquired customers, in 1,000 (during the period) 150 300 100.00
Number of lost customers, in 1,000 (during the period) 100 200 100.00
Churn rate (in %) Change in customer equity (in K$) − 4,602 CUSTOMER EQUITY ANALYSIS $10,000
New Methods / Vol. 2, No. 1, 2010 / GfK MIR the company known as customer lifetime. To retain or acquire customers, a fi rm must invest money; the measures of retention and acquisition costs per customer refl ect those investments. Combining customer metrics with an appropriate discount rate provides a calculation of the present value of all profi ts of a customer (CLV before marketing expenditure) and the present value of all costs necessary for retaining a customer (lifetime retention expenditure). These metrics are labeled as customer value metrics because they determine the value of a particular customer. Altogether, they determine each customer's CLV after marketing expenditure. For simplicity´s sake, we do not distinguish between different segments of customers in this paper, but the requirements for doing so are fairly straightforward.
The number of customers at the end of a period equals the number of customers at the beginning of a period plus the number of customers acquired minus the number of customers lost. To understand these customer movements, we use the number of existing customers (at the beginning of a period) and the number of new and lost customers (during a period) as customer quantity metrics. Multiplying the CLV of an average customer before marketing expenditure by the number of existing, new, or lost customers provides the corresponding value of existing, new, or lost customers before marketing expenditure. A similar calculation for acquisition and retention expenditures is equally valid. These various combinations of customer value and quantity metrics provide several different components of customer CUSTOMER EQUITY BREAKDOWN This information enables us to calculate the necessary customer metrics (see Table 2 ). The company provides no information about its discount rate, so we chose an annual discount rate of 10% (the quarterly discount rate amounts to 2.41%).
We use Figure 3 to illustrate the value and changes of customer metrics over a certain period of time. On the positive side, Netfl ix.com increased its number of customers and its retention rate, as well as the profi t per customer in 2006 after suffering a drop in 2005. However, its acquisition expenditures increased. Therefore, these measures do not provide a clear picture of the overall value of the customer base.
We select a tight-fi sted, easily applicable CLV specifi cation. Based on this formulation, Figure 4 Because all Netfl ix.com´s marketing expenditure is for acquiring new customers, the total lifetime retention expenditure is always zero. We also show the breakdown according to groups of new, lost and existing customers in Figure 4 .
The Customer Equity Statement monitors customer equity over a given period of time. Therefore, it provides information about the value of the customer base and its components as well as an illustrative overview of customer metrics. However, it does not indicate the sources of change in customer equity over a certain period of time. It would enhance any analysis by giving insights into how much the value of the customer base has changed due to whichever metric. More detailed statements about the fi rm's customer management activities appear in the Customer Equity Flow Statement.
Netfl ix.com's Customer Equity Flow Statement
Following on from Figure 4 , we develop Figure 5 to depict Netfl ix.com's total change in customer equity, its components and its customer metrics in Q2-Q3 2006. Customer equity changed by $48.10 million, which refl ects a shift in customer equity before marketing expenditure of $60.44 million and a change in total lifetime acquisition expenditure of -$12.34 million (i.e., total lifetime acquisition expenditure increase). The change in customer equity before marketing expenditure comprises three components: change in customer equity before marketing expenditure of existing customers ($45.01 million), lost customers (-$7.26 million) and new customers ($22.69 million). Furthermore, Figure 5 indicates the changes in customer metrics, customer value metrics, and customer quantity metrics, thus summarizing what has happened during this period and the future-oriented effects of those changes, for example, in customer equity. Another good example is that Netfl ix.com increased its existing customers (0.49 million) in Q3 2006, but lost more customers than in Q2 2006 (-0.05 million), yet gained more customers than in Q2 2006 (0.24 million). Therefore, it increased the value of the whole customer base, primarily because its average profi t per customer ($0.73) rose during that period.
In addition to breaking down changes in customer equity for several components, managers and investors might want to know which metrics caused those changes. These results are provided in Table 3 , which includes the total effect (total change), value effects (changes due to shifts in customer value metrics), quantity effects (changes due to the number of existing, lost, and new customers) and interaction effects (changes due to simultaneous changes in customer value and quantity metrics). 
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Customer Management, Customer Equity, Customer Equity Statement, Customer Equity Flow Statement the value of lost customers. Yet, management could not continue supporting the growth in new customers, but unfortunately now faces an increase in the value of lost customers. If these trends continue, then management will quickly face a situation in which the value of new and lost customers will be comparable, indicating that management is no longer able to improve growth by the number of customers.
Conclusions
We emphasize that reporting future-oriented customer metrics assists managers in leading their company and taking strategic decisions as well as helping investors make investment decisions. Therefore, we propose a means to report customer equity that allows for better refl ection of a fi rm´s long-term value creation, which should lead to decisions that are more long-term than short-term value-oriented. It should avoid increasing short-term profi ts at the expense of long-term value creation. Additionally, customer equity reporting matches fi nancial reporting criteria. It enables investors, creditors, and other "consumers" of fi nancial reports to clearly understand the fi rm's capability to generate shareholder value. In this sense, customer equity reporting faces the demand for additional information that facilitates investors' decision making. Moreover, it contributes to the discussion about marketing accountability and may support marketing's re-entry into the boardroom, because it aligns customer management with corporate goals and the investor's perspective.
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